Spreading Confusion
Why Yield Spreads Across Currencies Need Translation
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We have observed (with some bemusement) how the financial media often compares the yields on
different countries’ debt without adjustment for the different currencies in which the debt is denominated.
By overlooking a currency adjustment, investors may get a distorted risk-return picture when comparing

sovereign bond yields.

A lot of attention is paid to the interest
rates at which a country can issue debt,
and for good reasons. The “spread” or
difference between a given country's
debt and a risk-free rate is directly
related to that country’s default risk and,
by extension, the overall health of its
economy and political system. The
stability of the FEurozone is often
assessed this way, for example. The
periphery countries like Portugal, Italy,
Greece and Spain play the role of
canaries in the coal mine, with spikes in
the spread of their debt seen as
forecasts of trouble ahead for the entire
region.

To glean any real information from a
spread measure, we must first make sure
the vyields are apples-to-apples in
currency terms. To see why, recall that
nominal interest rates can be broken
into three primary components. The first
is a real rate that reflects compensation
for delaying consumption. The second
component is an expected inflation rate
to maintain purchasing power, which
can vary significantly from country to
country.  Lastly, a credit spread
corqpensates the investor for any default
risk.

Nominal yields in different currencies
often differ  for  the relatively
uninteresting  reason  that inflation
expectations are different (component
#2). This makes it impossible to look at
the nominal yield and discern anything
about the credit spread (component
#3). The fact that euro-denominated
German debt is trading at yields below
dollar-denominated US Treasury debt
does not by itself indicate the US

Exhibit | Bond yield in Adjusted "Headline” Adjusted
local bond yieldin  spreadto US spread to US
currency dollars Treasury Treasury
UsS 1.6% 1.6% = =

Germany 0.5% 1.4% -1.1% -0.2%
UK 1.7% 1.5% 0.1% -0.1%
France 0.7% 1.6% -0.9% 0.0%
Japan 0.2% 2.1% -1.5% 0.4%
Spain 1.7% 2.6% 0.1% 0.9%
Italy 1.7% 2.6% 0.1% 0.9%
Portugal 2.6% 3.5% 1.0% 1.9%
Creece 5.2% 6.1% 3.6% 4.5%

Calculations based on 5-year bond yields as of 4/16/14.
Source: NISA calculations based on data from Bloomberg.

Treasury is a riskier credit than Germany.
It could simply mean that inflation
expectations for the euro are lower than
for the dollar.

These inflation expectations are more
than just abstract estimates. Since they
are derived from active currency forward
markets, they represent executable
levels for a cross-currency investor. We
can easily observe the market's valuation
of currency exchange by looking at
currency  forward  contracts. For
example, the current exchange rate is
$1.38 dollars per euro, while a five year
currency forward is trading at $1.46 per
euro. That difference implies the market
is pricing in about a 1% per year
depreciation of the dollar vs. the euro,
which is consistent with a 1% inflation
differential. Only by calculating a US
dollar yield for the German bond's euro
cash flows — effectively factoring out the
currency difference — can we determine
if German bonds are truly trading at a

Yields may also be influenced by other factors like inflation risk premiums, term premiums, etc.
? The concept of this calculation is relatively straightforward - the current price of the German bond is translated into a US dollar equivalent based on the current exchange rate, and future cash

flows in euros are translated into future US dollars by observing the exchange rate on various maturity currency forward contracts.
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spread to US Treasuries that might
indicate higher default risk. In Exhibit |,
we show the results of this calculation
for a handful of major sovereign issuers
in different currencies.”

For example, we see that the "headline”
spread of Spain's debt to US Treasury
debt is 0.1%, which is consistent with the
highest grade, AAA-rated US corporate
bonds. However, the currency adjusted
spread of 0.9% is many times greater
and presents a more informed measure
of the relative risk of Spanish debt,
implying a two notch rating difference
consistent with A-rated US corporate
bonds. In Exhibit Il (next page), we show
the historical adjusted spread over
recent years.
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Conclusion

Exhibit Il: Adjusted Spread to US Treasury Debt

The financial press tends to play fast and 80%
loose with the term “spread” when
comparing sovereign bond yields, which 20%
can be misleading. To determine a
) o == Greece
meaningful spread between bonds, it is Portuaal v .
critical to measure the yield of each in a 9 15%
. == Spain

consistent manner. When bonds are — Italy
issued in different currencies, one must 107%
translate the yields into a single currency
before reaching any conclusions about 5y
how one issuer stacks up against
another.

0%
It would be foolish for a traveler to ?JOX scale
conclude that the weather is much 2.0%
colder in Madrid at 30 degrees (Celsius) Japan
than in Washington at 60 degrees France 1.5%
(Fahrenheit). Investors face a similar - | K
pitfall in comparing bond vyields across \ = Germany 0%
countries without adjusting for the
difference in currencies — however, the 0.5%
consequences are likely greater than .
simply regretting you didn't pack more 0.0%
sunscreen. 05%
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Calculations based on 5-year bond yields as of 4/16/14.
Source: NISA calculations based on data from Bloomberg.
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About NISA Investment Advisors, L.L.C.

NISA Investment Advisors, L.L.C,, is an independent investment manager focused on risk-controlled asset management.
We manage assets for large institutional investors. Client portfolios include investment-grade fixed income, derivative
overlays and indexed equity. NISA is 100% employee-owned and is based in Saint Louis, Missouri.

Disclaimer

This material has been prepared by NISA Investment
Advisors, L.L.C. This document is for information and
illustrative purposes only and does not purport to show
actual results. It is not, and should not be regarded as
investment advice or as a recommendation regarding
any particular security or course of action. Opinions
expressed herein are current opinions as of the date
appearing in this material only and are subject to change
without notice. Reasonable people may disagree about
the opinions expressed herein. In the event any of the
assumptions used herein do not prove to be true, results

are likely to vary substantially. All investments entail risks.

There is no guarantee that investment strategies will
achieve the desired results under all market conditions
and each investor should evaluate its ability to invest for
a long term especially during periods of a market
downturn. No representation is being made that any
account, product, or strategy will or is likely to achieve
profits, losses, or results similar to those discussed, if any.
No part of this document may be reproduced in any
manner, in whole or in part, without the prior written

permission of NISA Investment Advisors, L.L.C., other
than to your employees. This information is provided
with the understanding that with respect to the material
provided herein, that you will make your own
independent decision with respect to any course of
action in connection herewith and as to whether such
course of action is appropriate or proper based on your
own judgment, and that you are capable of
understanding and assessing the merits of a course of
action. NISA Investment Advisors, L.L.C. does not
purport to be experts in, and does not provide, tax, legal,
accounting or any related services or advice. Tax, legal or
accounting related statements contained herein are
made for analysis purposes only and are based upon
limited knowledge and understanding of these topics.
You may not rely on the statements contained herein.
NISA Investment Advisors, L.L.C. shall not have any
liability for any damages of any kind whatsoever relating
to this material. You should consult your advisors with
respect to these areas. By accepting this material, you
acknowledge, understand and accept the foregoing.
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