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Ingredients	  for	  a	  risk	  free	  investment	  

¤  For	  an	  investment	  to	  be	  risk	  free,	  you	  have	  to	  know	  your	  
expected	  return	  with	  certainty.	  	  

¤  Thus,	  an	  investment	  can	  be	  risk	  free	  only	  if	  
¤ The	  enKty	  making	  the	  cash	  flow	  has	  no	  default	  risk	  
¤ There	  is	  not	  reinvestment	  risk	  

¤  Consequently,	  even	  if	  you	  have	  a	  default	  free	  enKty,	  the	  
risk	  free	  rate	  will	  vary,	  depending	  on	  the	  Kme	  period	  of	  
your	  cash	  flow.	  

¤  In	  valuaKon	  &	  corporate	  finance,	  we	  assume	  that	  since	  the	  
cash	  flows	  extend	  over	  long	  periods,	  it	  is	  a	  be9er	  
approximaKon	  to	  use	  a	  long	  term	  (ten-‐year),	  default	  free	  
rate	  as	  the	  risk	  free	  rate.	  
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The	  risk	  free	  rate	  when	  there	  is	  a	  default	  
free	  enKty	  (perhaps)	  
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Risk free rates on 2/20/13	

Australian $: 3.55%	

Canadian $:  2.02%	

Danish Krona: 1.81%	

Euro: 1.65%	

Yen: 0.75%	

NZ $: 3.92%	

Swedish Krone: 2.02%	

Swiss Franc: 0.77%	

British £: 2.18%	

US $: 2.01%	
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If	  there	  is	  no	  default	  free	  enKty,	  you	  have	  
to	  esKmate	  a	  “risk	  free”	  rate	  
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The starting point: The Government Bond 
Rate in the local currency	


On 2/20/13, the ten 
year Brazilian $R 
bond was yielding 
9.71%	
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Approach	  1:	  EsKmaKng	  Default	  Spreads	  from	  $	  
or	  Euro	  denominated	  bonds	  

Comparing the 
Brazilian $ 
denominated bond rate 
to the US treasury bond 
rate gives you a 
measure of the default 
spread for Brazil’s 
sovereign $ debt. Since 
Brazil’s local currency 
rating = foreign 
currency rating, you 
may be able to get 
away with this spread.	


FT screwed up on 
these. Should have 
compared to 
German Euro bond 
rate, not US.	
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Approach	  2:	  Using	  a	  CDS	  spread	  
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CDS spreads 
are in basis 
points. On 
2/20/13 
Brazil’s CDS 
spread was 
1.59%.	
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Approach	  3:	  EsKmate	  a	  spread	  based	  upon	  
a	  sovereign	  raKng	  
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Convert	  raKng	  to	  default	  spread…	  
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Brazil’s Baa2 
rating -> 1.75% 
default spread	
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EsKmaKng	  a	  risk	  free	  rate	  in	  	  $R	  on	  
2/20/13	  
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¨  Approach	  1:	  Government	  Bond	  spread	  
¤ The	  2020	  Brazil	  bond,	  denominated	  in	  US	  dollars,	  has	  a	  
spread	  of	  0.74%	  over	  the	  US	  treasury	  bond	  rate.	  

¤ Riskfree	  rate	  in	  $R	  =	  9.71%	  -‐	  0.74%	  =	  8.97%	  
¨  Approach	  2:	  The	  CDS	  Spread	  

¤ The	  CDS	  spread	  for	  Brazil	  on	  2/20/13	  was	  1.59%.	  	  
¤ Riskfree	  rate	  in	  $R	  =	  9.71%	  -‐	  1.59%	  =	  8.12%	  

¨  Approach	  3:	  The	  RaKng	  based	  spread	  
¤ Brazil	  has	  a	  Baa	  local	  currency	  raKng	  from	  Moody’s.	  The	  
default	  spread	  for	  that	  raKng	  is	  1.75%	  

¤ Riskfree	  rate	  in	  $R	  =	  9.71%	  -‐	  1.75%	  =	  7.96%	  
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DesperaKon	  Kme?	  

¨  If	  your	  “government”	  has	  no	  dollar	  denominated	  
bonds,	  no	  CDS	  spread	  but	  has	  a	  sovereign	  raKng	  
(Example:	  India):	  Use	  approach	  3	  

¨  If	  your	  government	  has	  no	  sovereign	  raKng,	  no	  CDS	  
spread	  and	  no	  dollar	  denominated	  bonds,	  you	  can	  
try	  to	  get	  a	  country	  risk	  score	  from	  a	  service	  like	  PRS	  
and	  find	  a	  rated	  country	  with	  a	  similar	  score.	  Odds	  
are,	  though,	  you	  will	  be	  be9er	  off	  doing	  your	  
analysis	  in	  a	  different	  currency.	  
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