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0 A credit spread refers to the difference in interest rates between
a corporate bond and a comparable Government bond.

0 Assume that the interest rate on a five-year corporate bond is 6
per cent and that on a similar five-year Government bond is 5
per cent.

L This means that the interest on a corporate bond consists of a

risk-free rate of 5 per cent plus a credit spread of 1 per cent.




O Different securities in the market have different risk profiles.

L Therefore, compensation is paid to investors proportionately

according to the risk taken by the investor in selecting a

particular security.




O There will be a spread between two different kinds of papers due to the

following reason:
O Credit quality — Lending money to the Govt. is any day safer than
lending money to a corporate because the Govt. will never default.

Hence, one is willing to park one’s money at a lower yield.




To sum up...

O The difference in yields between two different kinds of debt

papers in the market is known as credit spread.

O For example, if the Govt. security is giving an yield of 5% while a

corporate paper is giving an yield of 8%, the difference between

them is 3% - which is the credit spread.

O However, the spread between a Govt. and good quality corporate

papers is usually around 1.5%.




Hope you have now understood

the concept of Credit Spreads




Thinking of Investment
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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.




