
The Dividend Yield, Government Bond Yield and Credit Spread Debate 

This debate really has two parts- firstly, the relative pricing of equity risk with respect to so 

called risk free securities and secondly the relative pricing of credit risk, again with respect to 

alleged risk free bonds.    On the one hand, US asset managers who make a living out of 

managing equity investments are flaunting the fact that dividend yields on some companies is 

now higher than 10 year government bond yields to tom-tom  the hypothesis that equity 

markets are now cheap.  On the other hand the fact that the CDS premiums now on some 

corporations are lower than the cost of protecting US government debt does seem like a 

conundrum.  

The Credit Spread Debate 

We will look at the pricing of credit risk first.  In the US, CDS premium of MacDonald’s, Google 

and Johnson & Johnson are lower than the cost of buying protection on US sovereign debt.  And 

in Spain, CDS premium of electric utility Iberdrola’s is lower than that of the Kingdom of Spain.  

Consider the US credit markets first.  Our hypothesis is that the CDS premium on MacDonald’s is 

lower than that of the US government not because the markets consider the debt repayment 

ability of the company to be on a sounder footing than the US government.  That contention 

would be absurd because if the US prints money, both holders of US government debt and 

MacDonald’s debt would be repaid in the same worthless paper.  And the call to repay debt in 

shiny worthless paper is the US government’s, not MacDonald’s.  Likewise,  the US government 

can always decide to increase direct and indirect taxes on corporations to improve its revenue 

profile while disrupting corporate cash flows to a lesser or greater extent.  Again, the decision 

on whether to improve its own credit quality at the cost of corporate credit quality is the US 

government’s and not that of a corporation. 



The reason that corporate CDS premiums could be lower than government CDS premium 

emanates from the fact that there is a finite probability that the US would exercise a third, 

hitherto unthinkable option (that is neither print money nor increase taxes) but willfully default 

on its debt.  The tenor of the debt ceiling debate in the US implies that one can’t dismiss this 

possibility.  It fortifies our hypothesis ( in Chapter 3 “Consolidated Financials and Consolidated 

risk” https://crediteye.wordpress.com/2011/02/17/chapter-3-consolidated-financials-and-

consolidated-risk-edited/  of our book “Stories in Credit Analysis) that rating agency sovereign 

rating methodology of relying on institutional structures for ensuring creditor protection are 

broadly useless when bad times set in.  As we said there, it is better for a sovereign credit 

analyst to try to forecast the likelihood of bad times setting in rather than forecast what 

happens after that- things have a tendency not to go as per script.  Under the wilful sovereign 

default scenario, MacDonald’s would continue to service its debt with hard currency.  The 

relative ethics and morals (or the lack thereof) of printing money to repay debt instead of 

defaulting is a debate for a different forum.  But for us credit analysts, a sovereign who can 

wilfully trigger a CDS contract “event of default” clause is a riskier entity than a sound 

corporation domiciled within the realm of that sovereign.    

Coming back to the creditworthiness of Iberdrola versus that of the Kingdom of Spain, the issues 

are different from the MacDonald’s versus the United States government debt debate.  Being a 

part of the Eurozone, the Kingdom of Spain cannot print money and reduce the value of debt 

repayment (for itself and for corporations).    And thanks to Iberdrola’s acquisition of Scottish 

Power, US and Brazilian assets, a chunk of the company’s earnings cannot be taxed by Spain.  It 

is an interesting fact that though Moody’s rates Iberdrola lower than the Kingdom of Spain, the 

CDS markets think otherwise.       

 

https://crediteye.wordpress.com/2011/02/17/chapter-3-consolidated-financials-and-consolidated-risk-edited/
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The Dividend Yield Debate 

Even if you are a believer of the Capital Asset Pricing Model (CAPM), the argument that a higher 

dividend yield than government bond yield implies that a stock is undervalued is bogus.  CAPM 

calculates the required spread between the total return of a stock holding and the holding of 

government debt.  Total return is the sum of dividend returns and capital appreciation / 

depreciation.  If dividend returns are higher than the bond yield, CAPM implies that the markets 

expect the stock price to depreciate.  That makes sense since the deleveraging of societies 

(households and governments) would translate into lower future earnings for most companies 

and lower future dividends.   

And if you are sceptical of CAPM, that is nothing to be ashamed of.  You have to wait for this 

author’s book “Risk Pricing:  First Principles” which includes a section on estimation of equity 

values.  Needless to say, the model does not draw inspiration from betas (historical or 

otherwise).      But from first principles, even without CAPM, a high dividend yield itself could 

mean only one of two things- there is excessive and unwarranted fear in the markets or that the 

dividend yield is unlikely to be sustained in future as earnings come under pressure.    If in the 

previous 3 years, the ratio of the change in a country’s GDP to the change in societal debt 

(government+ private sector debt) has been higher than the cost of capital for that society, 

chances are the high dividend yield is based on unwarranted fear.  If on the other hand the 

reverse is true, the high dividend yield is based on expectation of drop in future earnings.  In 

most of the developed world, it is the latter scenario that is operational now- so don’t get fooled 

by anyone who tells you stocks are cheap.  Wait a bit, and they will get cheaper.     
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