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Why do bond yields go up

when bond prices go down?




You might have come across a rule which states that

‘When bond prices go down, bond yields go up & vice versa’.

Let’s understand this rule.




You will agree that when a seller of a
good sells at a lower cost, he makes a
lower profit. However, the purchaser
of the good makes a gain due to the

attractive price of purchase.

Simply",
Simple./ih




Now let’s understand with a simple example.

Ravi has a corporate bond of Rs 100 which gives him 10% returns per

annum.

In other words, the company would pay him Rs. 110 at the end of the year

for the Rs 100 loan that Ravi has given to the corporate.

The 10% yield thus translates to a Rs 10 profit for Ravi.




Now let’s assume that Ravi has an emergency and needs money.

He goes to his friend John who quickly realizes that Ravi needs

money urgently.
So he makes and offer to Ravi to buy his bond for Rs 90. Ravi

agrees to the offer and sells the bond for Rs 90.




At the end of the year, John receives Rs 110 from the corporate.
Thus John earns Rs. 20 from his investment of Rs 90 in the

corporate bond he bought from Ravi.

Thus, John’s % return (which is popularly known as the yield)works

out to:

{20/90}x100 = 22.2%




Thus while Ravi was earning a
return a 10%, the sale of the bond at
a lower price of Rs 90 translated
into a gain for John in terms of
higher yield which went up from
10% to 22.22%.




Having understood the concept, it will not be difficult for you

to appreciate the inverse relationship between the price of

the bond and its yield (for the buyer of the bond).

i.e. A bond’s yield goes up when its price goes down
and conversely the yield of the bond comes down when

the price of the bond goes up.




| hope you now have a better
conceptual understanding of the
inverse relationship between the
price and yield of a “bond”.
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| will be glad to receive your
feedback on this lesson to
understand if there any gaps.

Also if you wish to demystify
any other concepts,
please write to me about them.
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The views expressed in this lesson are for information purposes only and do not construe
to be any investment, legal or taxation advice. The lesson is a conceptual representation
and may not include several nuances that are associated and vital. The purpose of this
lesson is to clarify the basics of the concept so that readers at large can relate and
thereby take more interest in the product / concept. In a nutshell, Professor Simply Simple
lessons should be seen from the perspective of it being a primer on financial concepts.
The contents are topical in nature and held true at the time of creation of the lesson. This
Is not indicative of future market trends, nor is VEcoSys IMF Pvt. Ltd. attempting to predict
the same. Reprinting any part of this material will be at your own risk. vEcoSys IMF Pvt.

Ltd. will not be liable for the consequences of such action.

Mutual Fund investments are subject to market risks,

read all scheme related documents carefully.




