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INTRODUCTION

The main purpose of the article is to look at the risk and return of long-term, low-grade bonds for the period 1977-1989. Age and maturity were also examined to see it they bear any relationship to the returns of low-grade bonds. In addition, they also attempt to explain the complexity of these bonds, in particular their volatility characteristics and debt-equity hybrid attributes.

REALIZED RETURNS OF LOW - GRADE BONDS

The realized returns of low-grade bonds from 1977 through 1989 will be summarized in the table below. For comparison, results will be compared to long-term government bonds, high-grade bonds, S&P 500 and small stocks. (Long-term government and high-grade bonds being collectively categorized as secure-bonds and S&P 500 and small stocks as equity).

PERIOD
RESULTS
COMMENTS

a) 1977-1989
 
This is perfectly as we expect. Low-grade bond would get a higher return than secure bonds because they are riskier. And it will get a lower return than equity

b) 1977-1988

The 1989 period is excluded as strong turbulence occurred in the market this year, thus affecting the low-grade bonds. Therefore, we look at the 1977-1988 period by itself. It was found that the ranking still holds

c)1982-1989

This is shown to demonstrate the above effect of 1989. The sequence is completely messed up during this period. Therefore one could anticipate that the 1989 turbulence might be the cause. To investigate the 1989 effect further, the time frame was also separated into two halves: 1982-85 and 1985-89(unreported). The results from the subdivision concur with contention that 1989 was the cause of the returns disarray.

Note that in panel (a) of the above table, the 1989 turbulence does not place the returns sequence out of order. A possible reason could be the increased size of the sample resulting from longer time frame. As a result, any consequences from the ’89 turbulence would have been averaged out in the rest of the sample.

THE RELATIVE VOLATILITY OF LOW-GRADE BONDS

Data show that the low-grade bonds have the least volatility. One possible explanation is the existence of stale prices (stale prices means changes being spread over time). Short duration of low-grade bonds is also a factor in the low volatility. The 3 factors that contribute to the shortening of this duration are:

· Shorter maturity of low-grade bonds

· Greater coupons on low-grade bonds

· Callability of low-grade bonds

The call features of low-grade bonds are critical in explaining the low volatility of low-grade bonds. If one adjust for only for the coupon characteristic, the standard deviation will not be as low as adjusting for both the coupon level and call features.

THE RELATION BETWEEN AGE, MATURITY, AND RETURNS OF LOW GRADE BONDS

The standard of deviation tend to be larger for bonds with longer maturity since these bonds are more sensitive to interest rate movements. However, and empirical observation suggest that age does not appear to be a significant factor in explaining realized returns. 

THE RELATION OF DEFAULT RATES WITH BOND AGE

As suggested by Altman (1989) and Asquith, Mullins, and Wolff (1989), default probability increases with the age of low-grade bonds. Further analysis discloses, however, that a significant portion of the higher default rates, which appear related to the age of bond, might better be attributed to general economic conditions. One way to remove this cyclical effect is to subtract from the raw default rate the mean default rate for the year in which the bonds defaulted. The rank order correlation between age and these mean – adjusted default rates drops from 0.49 to 0.22. The relation is weaker, but is still significant. Therefore, a substantial portion of the previously observed relation of age and default rates is due to cyclical effects.

COVARIABILITY OF LOW-GRADE BOND RETURNS

This analysis shows that low-grade bonds exhibit some of the characteristics of high-grade bonds and stocks. They regress the low-grade bond returns on:

1) Long-term Government Bond Index

2) High-grade bond index

3) Small stock index

4) January effect Dummy

5) October 1987 Crash Dummy

The results indicate that the low-grade bond returns are correlated to both the equity indices and the high-grade bond index, the report suggesting low-grade bonds take on characteristics of debt as well as equity. This is further confirmed by the significance of January Effect when debt index is used, but is lost when equity indices are used since they already incorporate this effect. October ’87 crash seems to impact on low-grade bonds in a manner similar to equity thus adding credence to the above correlation that attributes of low-grade bonds are a hybrid of debts and equity.

ARE LOW-GRADE BONDS FAIRLY PRICED

A limited number of studies have examined whether low-grade bond returns provide fair compensation for the risk involved. The formula below is to test for alpha, where ( indicates the relative loading of the tested asset. A positive ( suggests more resources should be shipped to this asset, hence indicating under-pricing. Opposite is the conclusion for negative (. An ( of 0 indicates correctly priced asset of AP.

XA = KAP [ E(rA) - (AP E(rp)] = KAP (AP

The result show that not only is magnitude of ( insignificant, but also its sign is unstable. This therefore points to a conclusion of correctly priced low-grade bonds.

CONCLUSION

Low-grade bonds exhibit less volatility than indices of long-term Treasury-bonds, long-term high-yield corporate bonds, S&P 500 and small stocks. The result is attributed in large part to the lower sensitivity of low-grade bonds to unexpected changes in interest rate, due to its lower duration. There is no relation between age of low-grade bonds and their returns. Further analysis of the default rates suggest that at least part of the claimed tendency for the probability of default to increase with bond age is due to cyclical conditions. Finally, the returns of low-grade bonds display properties of both bonds and stocks. Despite this complexity, there is no evidence that low-grade bonds are significantly over or under-priced.
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