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It’s true—fixed income investors have a problem, particularly those that invest in

Eurozone government bonds. If one looks at a plot of the yield to maturity of these

assets, there is a clear downward trend. This makes sense, as in many countries within

the Eurozone one has to extend maturity to the 7 to 10-year tenor in order to simply

receive a positive yield. 

 

The problem is that the measure of duration of these assets has been increasing. This

means that the level of interest rate risk has been climbing. 

 

Simply put: Today’s investor in Eurozone government fixed income must take more risk to

receive less income—not a favourable trade-off in our view. 

 

The Eurozone rates backdrop

 

Many would have expected that, when the European Central Bank (ECB) stopped buying 30

billion Euros of government bonds per month in December of 2018, this would have placed

upward pressure on rates. 

 

The problem comes down to growth. 

 

When one looks across the Eurozone today, from an economic growth perspective, Germany—

frequently termed the engine of growth for the region—just barely avoided a technical

recession, defined by two consecutive quarters of negative Gross Domestic Product (GDP)

growth. Italy is in a technical recession by this same definition. The Purchasing

Managers Index (PMI) statistics across the region have been trending downwards, with

some markets observing levels that are indicative of economic contraction. 

 

If we think about interest rates at the 10-year tenor, they should reflect expectations

of future growth and future inflation. With the growth outlook so poor, we believe that

this is a primary driver for the low interest rate picture that we currently see. 

 

Possible actions to be taken in fixed income

 

Absent any fiscal actions at all, it is difficult for one to place a finger on any

immediate catalyst to solve Eurozone’s growth issue. 

 

In the meantime, fixed income investors still need income. Three avenues remain open to

them:
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Increase duration: It is still the case that longer maturity assets tend to yield

more than shorter maturity assets, therefore indicating that for greater income, one

must extend further and further along the maturity spectrum. If interest rates rise,

the risk to this practice is that there can be a greater negative impact on total

return. 

Decrease credit quality: It is also still the case that lower quality corporate

credit yields more than higher quality government credit. Investors with the

flexibility to do so might find a benefit to take the greater current compensation

for taking more of this risk. 

Focus abroad: Investors able to do so have also communicated to us that they have

looked outside of the Eurozone into things like emerging market government bonds.

There are unique risks in this space—such as currency movements—but currently the

yields are quite high.

What is Enhanced Yield?

 

For those investors that must retain a percentage of their exposure in Eurozone

government debt, WisdomTree has developed a pragmatic approach to attempt to squeeze

more income out of these assets for minimal tracking risk against the established

benchmark. Only government bonds are used and the approach tilts away from the lower,

frequently more negative yielding assets and towards the positive yielding assets,

subject to constraints. Big picture:

Longer Duration

More Italy

Less Germany

This may present one way to try to tackle the problem faced by investors in Eurozone

government bonds today.

 

Related blogs

+ Manufacturing a slowdown

+ Rates going up…maybe not so fast

 

 

Related products 

+ WisdomTree EUR Aggregate Bond Enhanced Yield UCITS ETF - EUR (YLD)

+ WisdomTree EUR Government Bond Enhanced Yield UCITS ETF - EUR (GOVE)

View the online version of this article here.
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https://wisdomtree.eu/~/link.aspx?_id=295E69C18B94495F8B0C999CAFFE1147&_z=z
https://wisdomtree.eu/~/link.aspx?_id=2FD6D84302794E55BFFEA895CD3C7B7D&_z=z
https://wisdomtree.eu/~/link.aspx?_id=6D750D60A66B4CCFA0707CBC0A76FDF2&_z=z
https://wisdomtree.eu/~/link.aspx?_id=603655D811CA48F8804520038FC03F2F&_z=z
https://www.wisdomtree.eu/en-gb/blog/2019-04-01/fixed-income-investors-have-a-problem


Important Information

 

Marketing communications issued in the European Economic Area (“EEA”):         This

document has been issued and approved by WisdomTree Ireland Limited, which is authorised

and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA:         This

document has been issued and approved by WisdomTree UK Limited, which is authorised and

regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as

“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are

available on request. 

For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.
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