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“The idea of buying a negative yielding bond
would seem ludicrous to most investors. By
definition you are going to receive back less
than you are going to pay. However at the
moment we find large parts of the European
bond market have negative yields out to 5
years.”

The idea of owning a negative yielding bond would seem ludicrous to most investors. By definition you are going to receive
back less than you are going to pay. However at the moment we find large parts of the European bond market have negative
yields out to 5 years.
The European bond market is a very interesting market at the moment. Prior to 2007 all European sovereign bonds traded
very similarly. Since 2011, European bonds have diverged despite the best efforts of the ECB. The received wisdom is the
difference between bond yields reflect differing chances of default.
However, the Brexit vote and the rise of populist politicians in recent times have made a Eurozone breakup possible. This
means that bonds will need to reflect the potential for currency gains or losses post breakup of the Euro.
So what would happen in a Eurozone breakup? Many of the outcomes are totally unpredictable, but one thing seems an
absolute certainty to me, and that is that a new Deutsche Mark could appreciate substantially.

The surging German current account as the real exchange rate has fallen is a good reflection of this. Since the financial crisis,
the Swiss Franc has appreciated as much as 40% against the Euro, so a new Deutsche Mark could rally 30% or more against
any legacy Euro as well as the US dollar given the recent increase in the current account deficit there.
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The question for investors, is how do you access this undervalued currency? The de-pegging of the Swiss franc from the Euro
in 2015 offers some valuable lessons. Investors in Swiss assets would have noticed that when the Swiss franc left the Euro
peg, this was bond bullish and stock market bearish.
If Germany left the Euro, it would then have its own Central Bank, would interest rates rise substantially? I suspect not. I
note that two countries with independent central banks and current account surpluses are Japan and Switzerland. Their five
year bonds are currently yielding -0.2% and –0.9% respectively. Despite Germany being within the Eurozone, its 5 year
bonds trade at -0.5%, indicating little or no potential currency appreciation being priced into the bunds.
Germany shares many characteristics with Japan and Switzerland. Large current account surpluses and a positive net
international investment position.
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It would seem reasonable to me that a freely traded Deutsche Mark would trade more in line with the Japanese Yen and Swiss
Franc.

Since the financial crisis the Euro has traded very weakly versus the Swiss Franc and the Japanese Yen. Should the Deutsche
Mark exit the Euro I would expect to trade back to levels seen on the cross rates in 2007 before concerns about the Euro
surfaced. This implies a 40 to 50% increase.
As 5 year German bunds have yields close to Swiss and Japanese 5 year bonds, I assume the market is not pricing in any
possibility that a new Deutsche Mark comes into existence in the next five years. If the market was 100% convinced that a
new Deutsche Mark was going to come into existence, then over 5 years the bonds could trade to -10% yield. If we go for a
25% chance that a new Deutsche Mark comes into existence in the next 5 years, then 5 year Bund could price to a -2.5% yield.
(50% currency appreciation X 25% chance of occurrence / 5 years). It looks like 5 year Bund yields could go much more
negative.

Note: Witwenmacher is German for widowmaker.
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DISCLAIMER
This Market View has been prepared and issued by Russell Clark Investment Management Ltd (the "Firm") authorised and regulated
by the Financial Conduct Authority. It has been approved as a financial promotion by the Firm and as such is intended for
professional clients and eligible counterparties only and is not intended for retail client use. It is not intended for distribution to
any country where such distribution or use would be contrary to local law or regulation.
This Market View is provided for information purposes only and should not be regarded as an offer to buy or sell any investments or
related services that may be referenced herein. No guarantee is made as to the accuracy of the information provided which has been
obtained from sources believed to be reliable. The view expressed in this Market View are the views of the portfolio manager at time
of publication and may change over time. Nothing in this Market View constitutes investment, legal tax or other advice nor is it to be
relied upon in making an investment decision. No recommendation is made positive or otherwise regarding individual securities
mentioned herein. Past performance is not indicative of future performance. The price of investments can go up as well as down and
can be affected by changes in the rates of exchange. The information contained in this document is strictly confidential and is
intended only for the use of the person who has been provided the Market View by the Firm. No part of this Market View may be
divulged to any person, distributed, resold and or reproduced without the prior written permission of the Firm.
Where “forward looking” information, including estimates, projections and subjective analysis and judgement are provided no
representation as to the accuracy of such projections or estimates or that they may be realised. Certain assumptions used in
formulating such “forward looking” information may differ materially from actual events or conditions.
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