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Stephen Hart gives a
working example of
inflation-linked bonds.

ast month [ wrote abautl how
well inflation-linked bonds
(1LBs) have performed against

First, one needs o define the relevant
CP1 dates and values, These dates and
values are available from many places,

¢ Capital uplifts
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The basics
Discussions with financial advisers often
bring up the following questions:
* How does the GP1 uplift work?; and
*Whar does the real vield on a corpo-
rate ILE mean?

CPI uplift
The Australian Office of Financial
Management defings the way the uplift
of most CIBs works, as shown in formula
1. In this formula,

= CPI s the CPIfor the second quarter

One then needs to insert these values
into the formula (see formula 2).

P 1s then used to increase, or uplift’
the capital price of the bond to the new
adjusted capital price, as shown in figure
1. Using formula 2, you can then deter-
mine a series of capital uplifts, as shown
in formula 2.

In the case of this ILE, this outcome
means that the adjusted capital price of
the bond goes up by 0.55 per eent, as
shown in the third eolumn of figure 1.
Hence the old adjusted capital price is
multiplied by 1.0055 (rounded to 4 deci-
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quarter period,
An example would be the CBA 2020,
uplifis, which can be worked out as
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Current index factor

110.48
111.26
11212
11287
11349

Pricing comparison of a nominal bond and a thearetical 1LB
Inflation-linked band

28 Marh 2011

23 March 2031

3.12%
11349
Yield to maturity
L12%
117%
5.17%
5.50%
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obligation to pay 113.49,
not 100, or the prior
112.87, to the investor,
upon the maturity of the
bond.

Understanding how the
CPI feeds into the adjust-
ed capital price is impor-
tant if you are looking for
value among ILB issues.

Effective yields
If an investor can
purchase an interest
bearing security, not
necessarily an ILB, with a
yield of 5 per cent, at a
price of 100, then the yield
on that security is 5 per
cent. However, if an
investor purchases that
same security at a price of
50, or 50 per cent of the
original issue price, then
the yield on the security is
10 per cent, as indicated
in figure 2 — along with
other possible purchase
prices. In other words, if
an investor pays half the
purchase price for a secu-
rity that returned 5 per
cent at a price of 100, then
that security effectively
yields 10 per cent.
Buying an ILB at a
discount is just an exten-
sion of this idea. Here,
buying the ILB at a
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discount is similar to
buying a nominal (fixed
rate) bond at a discount,
except for the adjusted
capital price has changed
as shown above. If the
coupon on the ILB is fixed
at 3.12 per cent, and a
seller needs to sell the
bond at a yield higher than
3.12 per cent, then the 3.12
per cent is effectively
applied to a value smaller
than the adjusted capital
price, as shown in figure 3.
All that means is that
this settlement amount is
the value that solves the
discounting of the
coupon of 3.12 per cent at
a much higher rate of 5.50
per cent over a long
period. Figure 3 shows
different yield levels for
different bond settlement
prices, for both a nominal
(fixed rate) bond, and for
the theoretical ILB.
Discounted bonds (those
trading at less than $100)
pay higher yields to matu-
rity, whereas bonds
trading at a premium
(above $100) will have
lower yields to maturity.

Purchase at par, at 3.12
per cent
When investors purchase a

nominal (fixed rate) bond at par or
at a yield that equates to the
coupon, then the settlement price
of the bond approaches 100, as
noted above. Yet, in the case of the
ILB, the settlement value approach-
es the adjusted capital price, of say,
113.49, as shown in figure 1.

Purchase at 2 per cent below the
coupon level, or at 1.12 per cent
When investors purchase a
nominal (fixed rate) bond at a
yield lower than the coupon
level, then the price will be above
100, in the case of the nominal
(fixed rate) bond, and above the
adjusted capital price of 113.49
at say, 153.3290, as shown in
figure 3.

Purchase at 2 per cent above the
coupon level, or at 5.12 per cent
When investors purchase a
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nominal (fixed rate) bond at a
yield higher than the coupon
level, then the price will be
below 100, in the case of the
nominal (fixed rate) bond, and
below the adjusted capital
price of 113.49, in the case of
the ILB, at 85.5500, as shown in
figure 3.

Purchase at 5 per cent real

Here, as with the above example,
when investors purchase a
nominal (fixed rate) bond at a
yield higher than the coupon
level, then the price will be below
100, and below the adjusted
capital price of 113.49, in the case
of the ILB, at say 81.2600, shown
in figure 3.

Stephen Hart is the head of
planner  services at  FIIG
Securities.
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