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The Bond Market- Understanding Several Emerging Products  
The bond market is the largest securities market in the world, providing countless investment options. Many people 

are familiar with aspects of the market, but as the number of new products grow, even a bond expert is challenged 

to keep pace. While a fixed-coupon bond is the most common type, in this paper we will examine three other types 

of bonds that are generating a lot of attention recently: Inflation-Linked bonds, GDP-Linked bonds and Social Impact 

bonds. We will showcase some of their unique characteristics and the advantages that they offer for investors and 

the economy.  

What are bonds?  
A bond is a loan that the bond purchaser, or bondholder, makes to the bond issuer. A bond pays interest periodically 

and repays the principal at a specific date, known as the maturity. A bond’s price and yield determine  

its value. A bond’s yield is the actual annual return an investor can expect if the bond is held  

to maturity and the yield is based on the purchase price of the bond, as well as the coupon.  

 

A Straight Bond  
A common instrument for financing public debt is a straight bond. A straight bond is the most basic of debt 

investments and has several key features. The first is the principal or face value of the bond. This is the amount that 

will be returned to the bondholder upon maturity. This is also the principal value on which the coupon payment is 

calculated. If the bond pays 2.7% annual coupon rate on a $1,000 bond paper, this results in a $27 coupon payment 

every year. Another important feature is the time to maturity. This determines the time horizon needed for the 

investor to recover the principal amount, unless they sell the paper prior to maturity. A longer investment horizon 

means that investors will wait for a longer period of time before recovering the principal sum. Treasury bonds issued 

by the government are examples of straight bonds. All other bond types are variations of, or additions to, standard 

straight bonds. 

 

Spotlight 1- Price Vs Yield  

A critical feature of the bond market is that a bond’s price moves in the opposite direction of its yield. When interest 

rates fall, bonds become more valuable because they were sold in a higher interest rate environment and therefore 

have higher coupons. This means that investors holding older bonds can charge a premium to sell them in the 

secondary market. On the other hand, if interest rates rise, older bonds may become less valuable because their 

coupons are relatively low. On a short-term basis, falling interest rates can boost the value of bonds in a portfolio 

and rising rates may hurt their value. However, over the long term, rising interest rates can actually increase a bond 

portfolio’s return as the money from maturing bonds is reinvested in bonds with higher yields. Conversely, in a 

falling interest rate environment, money from maturing bonds may need to be reinvested in new bonds that pay 

lower rates, potentially lowering longer-term returns. 

 

Data Source: Bloomberg 
 

Figure 1- Graphical Depiction of Inverse Relationship Between Price and Yield 



Inflation-Linked Bonds  
Inflation-linked bonds (ILBs) are a unique asset class that offers a nearly perfect hedge against inflation, while also 

having a low correlation to other risk assets. Therefore, Inflation-linked bonds are securities that protect the 

purchasing power of the investment. ILBs contain two forms of payment: the real interest that is fixed at the 

beginning of the term, and compensation for the loss of purchasing power. In an inflation-linked bond, the real 

income over the term is certain, whereas the nominal income is determined ex post. Thus, the asset class presents 

an ideal opportunity for a broad range of investors for protection against inflation. Specifically, inflation-linked bonds 

are an important investment vehicle for investors whose liabilities are indexed to changes in inflation. They provide a 

tool for inflation protection, are usable vehicles for retirement planning, and have lower financing costs due to the 

elimination of inflation risk premiums compared to traditional bonds. They also offer more effective asset-liability 

matching.  

Certain Real Income  
A key feature of ILBs is that the real quantities of coupons and the principal amount are constant over time, whereas 

the nominal quantities are adjusted upward with the rise of the inflation index. More precisely, an index ratio is 

calculated from the current status of the reference inflation index on the coupon date or principal repayment date 

and the reference inflation rate on the security’s issuance date, which is then multiplied by the real quantities. The 

nominal coupon and nominal amount are thereby linked to changes in the inflation index. For the traditional bond, 

the nominal face value of the bond and the nominal coupon remain unchanged over the entire time period.  

To make this relationship clearer, imagine two 10-year bonds, traditional and inflation-adjusted, each with a nominal 

value of $1,000. For the inflation-linked bond, assume a real coupon of 3% and a constant inflation rate of 2% over 

10 years. The coupon of the traditional bond is selected at 5.06%, such that the expected real income of the bond 

corresponds to the real coupon of the inflation-indexed bond. The results of this scenario are shown in the table 

below.  

Figure 2- Table showing that for ILBs, the real quantities of coupons and the principal amount are constant over time, 

whereas the nominal quantities are adjusted upward with the rise of the inflation index. 

 

Investment Advantages   
As an asset, inflation-linked bonds can be an ideal hedge for institutions whose liabilities fluctuate sharply with the 

inflation rate. This applies, for example, to the liabilities of many defined-benefit plans whose obligations are linked 

to unknown future wage growth that is strongly correlated to the inflation rate. If such institutions invest mainly in 

traditional bonds, they run the risk that, as a result of a sharp rise in inflation, the value of their assets could fall 

sharply just as the value of their liabilities increases. In contrast, the value of inflation-linked bonds could increase in 

times of high inflation when the liabilities of many institutions are rising disproportionately. This means that 

inflation-linked bonds are a suitable tool for easing asset-liability matching for many institutional investors. On the 

other hand, stocks, real estate, and commodities are only indirectly connected to the inflation rate, and the 

correlation is highly unstable.  



 

Spotlight 2- The Breakeven Inflation Rate  

The breakeven inflation rate is the difference between the nominal yield on a fixed-income investment (nominal 

bond) and the real yield on an inflation-linked investment of similar maturity and credit quality. If one wishes to 

compare the attractiveness of an inflation-linked bond to that of a traditional bond with the same term, it is 

typical to use breakeven inflation rates. This is because it is the inflation rate for the term that makes the present 

value of the cash flows of the inflation-linked bond, discounted using the yield of the comparable traditional 

bond, equal to the price of the inflation-indexed bond. If the breakeven inflation rate is higher than the 

anticipated inflation rate, traditional bonds are more attractive than inflation-linked bonds and vice versa. For 

example, the 10-year US treasury bond is yielding 3.0321% and a 10-year US inflation-linked bond is yielding 

0.877%, then the current breakeven inflation rate is 2.1551% (as shown in Figure 3). If an investor believes the 

US inflation rate will be above 2.155% for the next 10 years, then an Inflation-Linked Bond would be a more 

attractive investment. According to capital-market theory, the market should always price traditional bonds and 

inflation-linked bonds so that it is possible to deduce from the breakeven inflation rate the inflation expected by 

the market over the term of the bonds, ignoring liquidity and risk premiums. The difference between the return 

investors make on government bonds which are indexed to rise with inflation, and the return they make on 

bonds which no such protection (nominal bonds) measures the market’s expectation of inflation over that 

duration. The spread between the two investments represent the risk premium an investor requires to hold a 

nominal bond instead of an inflation-linked bond. Alternatively, this can be observed as: 

 

Nominal Bond Yield = Inflation-Linked Bond (Real Yield) + Expected Inflation 

 

 

Data Source: Bloomberg 
Figure 3- Breakeven Inflation Rates and Changes in Market Expectations of Inflation 
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GDP Linked Bonds 

Governments typically issue bonds with fixed coupon payments. However, it is possible to issue bonds with coupon 

payments that are linked to a government’s ability to repay. GDP-linked bonds are an example of such an instrument 

as repayments are linked mechanically to the issuing country’s GDP. In principle, this type of debt is attractive 

because the issuing government’s repayments would move with the country’s economic growth, thereby improving 

its ability to service its debt during periods of weak economic activity. This also results in the ratio of debt to GDP 

being more stable than if the government borrowed using traditional fixed coupon debt. On the other hand, 

governments would be likely to need to pay a premium to investors in order to entice them to accept the risks 

associated with variable repayments. If used widely, GDP-linked bonds also have the potential to improve the 

sustainability of sovereign debt and reduce the likelihood of default, thereby enhancing the resilience of the 

international financial system. In practice, however, there are many factors that may discourage governments from 

issuing GDP-linked bonds and/or investors from purchasing them. 

 

 

 

Data Source: Bloomberg 

Above are current breakeven inflation rates for different countries for different time periods. As you can see, the 

market expects inflation in the USA to be 1.82% for the next year, while over a ten-year period to be 2.20%, 

reaching the Federal Reserve’s inflation target. Alternatively, the market expects inflation for Italy to be 2.66% 

for the next year and then to slow to 1.31% over a 5-10-year period. We can also observe how the market’s 

expectation of inflation rates for different countries has changed over time. We have included above, the 12-

month percentage change in breakeven inflation rates for the same countries and same durations. The majority 

of countries have experienced increases in the breakeven inflation rate over the past 12-months due to higher 

global growth expectations. For example, the one-year breakeven inflation rate in the USA has increased by 

113.58% in the past 12-months, and German five-year breakeven inflation rate has increased 12.50%. The only 

countries that have experienced negative percentage changes in their breakeven inflation rate are Brazil and 

Mexico. 



Benefits of GDP Linked Bonds  

The primary benefit to a government of issuing GDP-linked bonds is its effect on debt sustainability. In particular, the 

government’s burden of servicing its debt would be lessened during an economic downturn. In addition to making a 

given level of debt more sustainable, GDP-linked bonds could also allow governments to increase their debt without 

putting at risk their ability to pay during periods of economic weakness. The use of GDP-linked bonds could also 

increase the scope for stimulatory fiscal policy during downturns, as the interest burden would decline as GDP 

growth eases. This option may be particularly attractive for governments of emerging market economies, which may 

otherwise face pressure to reduce their debt during a recession in order to restore market confidence. Research by 

Borensztein and Mauro (2004) shows that if half of Mexico’s total government debt consisted of GDP-indexed bonds, 

it would have saved about 1.6% of GDP in interest payments during the Tequila crisis in 1994-1995. For investors, 

GDP-linked bonds would provide an opportunity to gain direct exposure to economic growth. Although equity 

markets currently provide this to some extent, the relationship between equity returns and economic growth is 

generally imperfect.   

Challenges Associated with GDP-linked Bonds 

An adverse selection problem may arise if governments are more likely to issue GDP-linked bonds (GLBs) when they 

expect growth to be weak and therefore, expect repayments to be low in the near term. If investors consider this 

adverse selection problem to be material, the issuance of GDP-linked bonds could cause them to revise down their 

expectations of growth for the issuing country. This could lead to higher premiums on both GDP-linked and 

conventional bonds for the issuer and could, in turn, create debt-servicing challenges for the government.  

Other factors that dissuade beneficial financial innovation from taking place include the fact that the markets for 

new and complex instruments may be illiquid, and are difficult for investors to price. Related to this are coordination 

problems, whereby a large number of borrowers have to issue a new instrument in order for investors to be able to 

diversify risk.   

Fiscal Space  

The aftermath of the global financial crisis has left many advanced and emerging countries with high sovereign debt 

ratios. This has led some policymakers to argue that their fiscal space is limited, and thus that it would be difficult to 

take advantage of the opportunity afforded by low real interest rates to undertake fiscal expansion. Fiscal space 

refers to the scope for further increases in public debt without undermining sustainability. GLBs completely insulate 

the issuer from the impact of growth uncertainty and, therefore act as a perfect risk sharing device: giving the issuer 

a reduced obligation when its capacity to generate resources for debt service suffers, in exchange for a higher 

obligation when its capacity to pay is greater. This risk-sharing property of the GLB returns us to the world of perfect 

certainty, moving the debt service schedule back to the red line in Figure 4, and restoring fiscal space to the level 

that prevailed when there was no uncertainty. 

Figure 4-  Debt limit under uncertainty: Nominal and GDP-linked Bonds 

 

 

 

 

 

 

 

 

 

 

 



Social Impact Bonds  

Social Impact Bonds (SIBs) are an innovative approach to financing social service programs that combine outcome-

based payments with market discipline. They are designed to raise private capital for intensive support and 

preventative programs which address areas of pressing social need. They work by a bond-issuing organisation raising 

funds from private-sector investors, charities or foundations. These funds are distributed to service providers to 

cover their operating costs. If the measurable outcomes agreed upfront are achieved, the government or the 

commissioner proceeds with payments to the bond-issuing organisation or the investors. They are transactions that 

enable the government to attract investors to social interventions that would otherwise have a higher upfront cost 

to the taxpayer. The government uses those savings to repay the investors, including a dividend based on 

predetermined outcomes. A 2016 report by Impact Investing Australia estimated the value of the Australian impact 

investment market at $32 billion, with private equity, venture capital and pay-for-performance instruments the 

sector’s most frequent vehicle. 

 

Spotlight 3- The Newpin Social Benefit Bond  

The Newpin Social Benefit Bond is Australia’s first social bond, issued in 2013. The bond has funded the 

maintenance and expansion of Newpin, a program established to restore children in out-of-home care to their 

families, or prevent children from entering care in the first place. Investors receive a return based on Newpin’s 

success, which is measured by the ‘Restoration Rate’. This is the proportion of children attending a Newpin 

Mothers Centre who are successfully restored to the care of their family. The higher the Restoration Rate, the 

more interest that investors receive, with the maximum payable interest rate being 15%. To date, Newpin has 

delivered a 12.2% return to investors, restored 130 children to their families and helped 47 families prevent their 

children from entering care. New South Wales is now supporting the development of more social impact bonds 

to finance programs aimed at managing mental health hospitalisations and early-childhood education, and 

helping vulnerable young people transition to independence. 

 

 

 


